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SRI LANKA —- KEY ECONOMIC INDICATORS 


Money values in millions of Exchange Rates - 
rupees except where noted SL Rupees per U.S. Dollar 


1983 1984 
Year End 25.00 26.28 
Annual Avg. 23.62 25.43 


% 1985 
1983 1984 Change Proj. 

PRODUCTION AND INVESTMENT 
GDP at Current Factor Cost Prices 111,976 138,173 3 161,662 
GNP at Current Factor Cost Prices 108 ,762 134,817 ‘é 157,736 
Per Capita GNP at Current Prices (Rs.) 7,055 8 ,643.. ‘ 10,008 
GDP at Constant (1982) Prices 97 ,889 102,906 108 ,051 
Real GDP Growth Rate (%) 4. Sy Sy 
Gross Fixed Capital Formation 35,246 38,421 . 42,263 
Foreign Investment Approvals 5,059 998 1,000 


LABOR, EMPLOYMENT, AND WAGES 

Resident Population (Millions) 1/ 35. x . 15. 
Labor Force (Millions) 1/ 6. 6. ‘ 6. 
Unemployment (%) 1/ ET: avi 19. 
Minimum Wage Rates (% Growth) 1978=100 

--Agriculture 10 26 5 
--Industry and Commerce 1 3 5 
--Government 15 14 10 


MONEY AND PRICES 

M-2 Growth Rate (%) 22 14 
Avg. Cost of Living Index (% Growth) 14 12 
Wholesale Price Index (% Growth) 25 5 


GOVERNMENT FINANCE 

Expenditures 46,816 59,498 
--of which Mahaweli Investment ( 6,952) (7,056) (5,742) 
Revenue 25,240 37734 38 ,041 
Budget Deficit 21,606 15,862 21,457 


BALANCE OF PAYMENTS ($ MILLION) 


Exports, f.o.b. 1,062 1,436 1,375 
--U.S. Share 185 280 300 
Imports, c.i.f. Ligtt9 1,845 1,949 
--U.S. Share 114 164 180 
Trade Deficit -859 -433 -574 
Current Account Deficit 2/ -647 -217 -375 
Gross Tourist Receipts 127 105 95 
Gross Private Remittances 290 301 300 
Foreign Aid Disbursements 429 479 460 
--of which U.S. 13 Ks 61 
Gross External Assets (Year End) 552 744 950 
External Debt (Year End) 2,877 2,923 3,200 
Debt Service Ratio (%) 3/ 22 17. 21 
Terms of Trade (1978-100) 44 50 48 


Main Imports from U.S. (1984): Wheat ($46 million), Aircraft & Parts ($23 Million) 
Machinery & Equipment ($8 Million) 
Notes: 1/ Estimates, 2/ Includes Public Transfers, 3/ Includes IMF Repurchases 
Source: Central Bank Annual Report, 1984; Public Inv: -“ment 1985 - 1989; 
Customs Data; Embassy Estimates 





SUMMARY 


Following a steep escalation in violent clashes between Tamil insur- 
gents and government security forces during the first half of 1985, 
political discussions between representatives of the two sides com- 
menced in July. The outcome of this attempt to find a long-term 
solution to the ethnic conflict between the Sinhalese majority and 
the Tamil minority, still fraught with uncertainty, will dominate 
the political and economic scene for the foreseeable future. Tourism 


and investment, in particular, have suffered from the unsettled 
political situation. 


Economic growth, which in 1984 was dampened by heavy floods, is again 
projected at a moderate 5 percent. This year, the jump in defense 
outlays places an added strain on the national budget, already pres- 
sured by the ambitious capital development program. Plummeting tea 
revenues will exacerbate the deficit. Weather conditions favorable 
to food crops have contributed to a marked deceleration in inflation, 
but the rising budget deficit and disruptions from the separatist 
insurgency could reverse this trend later in the year. The long-term 
structural imbalance in Sri Lanka's external sector, obscured in 1984 
by the dramatic improvement in terms of trade, will resurface, caus- 
ing the trade and current account deficits and the debt service ratio 
to rise. The most important challenges in the years ahead, apart 
from solving the festering ethnic conflict, will be stimulation of 
the private industrial sector, expansion of exports, and repayment 

of the mounting external debt. 


Relations between Sri Lanka and the United States are excellent. The 
United States is now Sri Lanka's largest export market, a result of 
the expanding garment industry, and has moved into third place as a 
supplier, primarily of wheat, aircraft products, machinery and equip- 
ment. Sri Lanka's per capita development aid from the U.S. is the 


highest in the region, concentrated primarily in the agricultural 
sector. 


I. CURRENT ECONOMIC SITUATION AND TRENDS 


POLITICAL SETTING DOMINATED BY ESCALATING COMMUNAL VIOLENCE, 
INCREASING ECONOMIC DISRUPTION 


The first half of 1985 witnessed a steep escalation in the frequency 
and intensity of violent clashes between Tamil insurgent groups and 
government security forces in northern and eastern areas, culminating 
in the massacre of about 120 civilians in the ancient Sinhalese 

capital of Anuradhapura in May. Beginning in November 1984, when a 
government-imposed security cordon brought northern coastal fishing 

to a standstill, the ethnic conflict has had an increasingly disrup- 
tive effect on the economy. Both investment and tourism, neither of 
which recovered fully from the July 1983 disturbances, have declined 
steadily. Despite a favorable Maha paddy harvest, terrorist activities 
have affected the milling, transport and distribution of rice in the 
northern and eastern regions, preventing a sianificant portion from 
reaching the consumer. The few products supplied from Jaffna tothe rest 





of the country, such as seafood, salt and cement, are in short 
supply due to the months-lona hiatus in normal economic activity 
on the peninsula. To date, foreian aid commitments remain high ; 
donor pledges of $480 million this year are only 9 percent less 
than in 1984, but project implementation will become increasingly 
difficult as the area affected by insurgent activities grows. 
Furthermore, rising defense expenditures may reduce resources 
available to development projects. 


In mid-1985, the Jayawardene government, assisted by the good offices 
of India, has just commenced discussions with representatives of key 
Tamil groups. This is the first move towards seeking a long-term 
political accommodation since the collapse of the All-Party Confer- 
ence last December. Prior to the opening of talks, both sides 

agreed to a cessation of hostilities to demonstrate good faith 

in seeking a peaceful reconciliation of the interests of the 
Sinhalese and Tamil communities. The outcome of the negotiations 

is still fraught with uncertainty, but it will have a major impact 

on political and economic trends for the foreseeable future. 


PROSPECTS FOR ECONOMIC GROWTH 


Since 1982, growth rates have averaged a moderate five percent, 
down from the over six percent increases which marked the early 
years of the current UNP Government. This deceleration is due 
largely to the more restrictive fiscal and monetary measures ne- 
cessitated by excessive demand pressures and structural imbalances, 
which emerged in the early 1980s. In 1984, heavy floods in paddy- 


growing areas during the first half of the year and the escalation 
of insurgent activity in the secord offset the jump in tea produc- 
tion, keeping real growth once again to five percent. 


In its planning document Public Investment 1985-89, the Sri Lankan 
Government projects a real annual GDP growth rate of 5.8 percent over 
the five-year period. This assumes a sharp recovery in construction 
activity and strong, sustained expansion in manufacturing, neither 

of which is likely under current circumstances. The following 

table shows official growth targets for 1985-89. 


Percent of Real Projected 
Real GDP Growth Real Growth 
In 1984 In 1984 1985-89 
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Total Real GDP 100 s 5.8 


Source: Central Bank Annual Report and National Planning Division 





AGRICULTURE: Sri Lanka is essentially an agricultural and trading 
nation. Agriculture has traditionally been the most productive sector, 
accounting for half the island's employment, the bulk of exports, and 
more than a quarter of GDP. Over the past 20 years, however, the 
three plantation cropss tea, rubber and coconutsy have suffered 

from neglect. The declining yields of recent years can be attributed 
to a variety of factors, including low producer margins, insufficient 
use of fertilizers, and poor management of the estates since the 
sweeping nationalization measures of 1972. With its increased 
emphasis on exports, the Public Investment Plan now gives high 
priority to plantation rehabilitation. Six ongoing projects in 

tea, rubber and coconut rehabilitation have a total estimated cost 

of Rs. 3 billion. In addition, the medium term investment program 
for state plantations, finalized in 1984, will cost approximately 

Rs. 5.6 billion over the next five years, most of which will be 
funded by donor agencies. 


Boosted by favorable weather and record export prices, tea produc- 
tion rose by 16 percent in 1984, a welcome recovery from several 
years of a drought-induced slump. Midway through 1985, production 
is keeping pace with last year's level, but no significant increase 
is expected, particularly since export prices have declined by more 
than 40 percent from the 1984 average. Coconut production, which 
suffered a 14 percent decline in 1984 due largely to the lagged 
effects of drought, could grow by as much as 30 percent in 1985 

if normal weather patterns continue. Rubber output should also 
improve, but less dramatically. 


Since 1977, agricultural sector growth has depended for the most 

part on the virtual explosion in paddy output, which almost doubled 
from 60 million bushels in 1976 to 119 million bushels in 1983. The 
increase in average yield per acre is equally impressive, from 44 

to 70 bushels over the seven-year period. Unfortunately, floods 

in the first half of 1984 and the escalation of insurgent activities 
in 1985 have reversed this favorable trend, at least temporarily. 
Paddy production slipped to 116 million bushels in 1984, and a further 
drop to around 110 million bushels is expected this year. Although 
many studies predict Sri Lanka will soon achieve sustainable levels 
of rice self-sufficiency, this goal has so far proved elusive. Rice 
imports of more than 150,000 tons are expected in 1985; they will be 
used to rebuild stocks depleted last year. 


In addition to rice, sugar and animal husbandry are priority sectors 
for development of a domestic import-substituting capability. Both 
private and public sector companies are planning investment and 
capacity expansion in sugar, dairy products, and meat production. 


The favorable trend in fish production over the past few years has 
also been interrupted. The 1984 catch dropped 23 percent, and as 
much as a 40 percent shortfall has been estimated for 1985. However, 
since the bulk of the decline comes from coastal fishing in the 
northern and eastern regions disrupted by civil disturbances and 
security restrictions, any improvement in the political situation 
could have a salutary effect on this sector. 





INDUSTRY: Although manufacturing output increased by an impressive 
12 percent in 1984, the longer term outlook is cloudy. Despite 
efforts to promote private sector development, two thirds of indus- 
trial output is derived from the relatively inefficient state 
corporations. Furthermore, industrial investment is at a virtual 
standstill as a result of political and economic uncertainty. 


Prime contributors to industry's substantial improvement in 1984 
were the textile sector, whose 1984 exports rose by 80 percent; 

the tea processing industry, whose exports almost doubled; and 

the state-owned petroleum refinery, which operated without a mainte- 
nance shutdown throughout the year. In addition, heavy rains in 

1984 eliminated the need for power cuts. Construction activity, 
however,improved only marginally, as fiscal austerity measures 

and communal violence slowed the implementation of development 
projects. 


It is unlikely industry will repeat its strong 1984 performance in 
the foreseeable future. The total disruption of normal economic 
activities in the north and parts of the east during the first half 
of 1985, the shutdown of the petroleum refinery during February, a 
slowing in foreign demand for garments, and the drop in world tea 
prices, all portend a difficult year for the manufacturing sector. 


The outlook for construction is mixed. On one hand, the depressed 
hotel industry and the Mahaweli project, major customers of the 
construction industry in past years, will contribute little to demand 
this year. On the other hand, if political stability returns, 
rehabilitation activities could improve prospects for construction 
companies. 


The 1985-89 Public Investment Plan accords the primary role in 
industrial development to private enterprise. However, Sri Lanka's 
private sector is currently too small and too weak to generate the 
Rs. 136 billion private investment projected for the next five years. 
Unless the foreign investment climate improves markedly, private 
investment will fall considerably short of this target. In an effort 
to remove disincentives for local industry, the government made 
several commendable changes in tariffs and tax policies in conjunc- 
tion with the 1985 budget. Sweeping revisions in the tariff schedule 
removed most of the bias against domestic export and import substi- 
tuting production, and further tax relief was granted to selected 
non-traditional export industries based principally on local raw 
materials and with high domestic value added. Nevertheless, as long 
as the disincentives of political uncertainty and a powerful but 
unresponsive bureaucratic superstructure remain, the private sector 
is unlikely to assume its assigned role as a major contributor to 
economic development. 


SERVICES: Despite the continuing slump in tourism, the services 
sector was again a major contributor to GDP growth with a 5.8 per- 
cent increase in 1984. Trade, banking, public administration and 
defense registered the strongest rates of expansion. 





Much of the growth in investment since 1977 was channeled into tour- 
ism, which has become an important source of employment and foreign 
exchange. Since the July disturbances in 1983, however, the industry 
has been plagued by a steady decline in tourists (in 1984, arrivals 
were 6 percent lower than 1983 and 22 percent below the 1982 level) 
and a corresponding drop in revenues. Tourism earnings in 1984 
reached only $105 million, vis-a-vis $127 million in 1983. The in- 
creasing incidence of terrorist activities in the first half of 1985, 
encroaching for the first time on popular tourist sites like the 
cultural triangle, appears to have triggered a further decline in 
tourist arrivals this year. Occupancy rates throughout the coun- 
try are extremely low, and many facilities in the northern and east- 
ern areas have closed. In Colombo, the Taj, Ramada and Meridien 
hotel chains all opened five-star luxury hotels in the past year 

and a new Hilton is under construction. Thus the capital should 
have more than enough beds for many years to come. The Government 
has decided that the needs of the tourist industry have been largely 


met, and as a general policy is not approving applications for new 
hotels. 


FREE TRADE ZONE INVESTMENT SLOWS, MOVES AWAY FROM GARMENTS 


The Investment Promotion Zone, popularly known as the Free Trade 
Zone » was created in 1978 to promote export-oriented foreign invest- 
ment, create employment, and increase export earnings. The first 
stage, which now has 75 factories in production, was set up at 
Katunayake, near the international airport. The second stage, at 
Biyagama, commenced development in 1983. Three factories are under 


construction, but as yet none has commenced production. By end 1984, 
a total of 81 firms were operating under GCEC (Greater Colombo 
Economic Commission) approval, employing close to 30,000 workers, 
and representing total equity investment of about $366 million at 
current exchange rates. Export earninas from GCEC firms reached 
$130 million last year. 


In the early years of the Zone, investments were overwhelmingly 
concentrated in the textile and garment industry, which were 
attracted by Sri Lanka's low wages and lack of quotas for major 
industrial markets. Garment factories now account for 40 percent 

of all GCEC enterprises in commercial production, 80 percent of 

GCEC employment, and one quarter of GCEC export earnings. GCEC 
Management is actively seeking to diversify the manufacturing base 
in the IPZ, since most major markets have now imposed quotas on 

Sri Lankan-origin textile products. Furthermore, local value added in 
garments is only about 25 percent, which is low compared with other 
potential industries. However, in the past two years, GCEC invest- 
ment approvals have fallen sharply, probably a result of Sri Lanka's 
uncertain investment climate in general, and the sharp competition 
of other free trade zones in the region in particular. In the near 
term, the benefit from the Free Trade Zone has come in the form of 
foreign capital and the creation of new employment opportunities. 
However, the ultimate payoff: transfer of technology, work habits and 
managerial know-how, and links with feeder industries outside the 
zone, is a gradual process which is unlikely to come to fruition 
soon. 





MAHAWELI PROGRAM: MAJOR HEADWORKS NEAR COMPLETION 


The accelerated Mahaweli River hydroelectric/irrigation/resettlement 
program, an enormously complex and expensive undertaking for a 

country of Sri Lanka's size, has been the centerpiece of the national 
development program since 1978. It involves construction of several 
dams in the mountainous interior to provide badly needed hydroelectric 
power, and a network of downstream irrigation canals which will open 
up dryland areas to intensive agriculture and resettlement of landless 
farmers. ExpenditureSthrough 1984 totaled over Rs. 26 billion, most 
of which was:financec by foreign aid. The Mahaweli project will con- 
tinue as the biggest item in the public investment program through 
1986. An additional Rs. 16.5 billion is earmarked for the program 


during 1985-89. The following table provides an overview of major 
components of the program: 


(Rupees Million) 
Projected 
Generating Construction Expenditure Expenditure 
Capacity Capacity Period Through 1984 —1985-1989 


Maduru Oya -- 1980-1983 2,660 -- 
Victoria 210 M.W. 1979-1984 6,989 1,034 
Kotmale 204 M.W. 1979-1985 7,602 1,168 
Randenigala 122 M.W. 1982-1987 2,414 2,286 
Rantambe 49 M.W. 1986-1989 -- -- 


Downstream Acreage To 
Irrigation Be Settled 


System B 124,000 1982-1989 
System C 60,000 1980-1986 
System H 106,000 1978-1982 
System G 14,190 1982-1986 


Source: Mahaweli Planning and Monitoring Unit 
National Planning Division 


The 210 megawatt Victoria hydro station commenced generating in 

1984, and the 204 megawatt Kotmale plant is to be commissioned in 
August 1985. Randenigala, the only remaining project under the 
headworks program, is scheduled for completion in 1987. As the 

major headworks construction is almost finished, Mahaweli investment 
over the next five years will concentrate on downstream development, 
including agricultural diversification and developing rural enterprises 
to make the settlement areas viahle and productive. 


ENERGY: MAHAWELI HYDROPLANTS EASE POWER SHORTAGES 
With the rising level of economic activity since 1977, the demand 
for energy has been increasing commensurately. Up to 1984, demand 


for electricity and petroleum products expanded at average annual 
rates of 9 and 5 percent, respectively. 


The pattern of energy consumption in 1984 was estimated as follows: 





(000 tons of oil equivalent) 


Electricity 
Petroleum (Hydro) Fuelwood Percentage 


Industry/Commercial 284 115 678 20 
Transport 670 - - 12 
Households 165 46 3,496 68 
Other 3 - - = 


Percentage 21 3 76 100 
Source: Ceylon Electricity Board 


The rising demand for energy coincided with the second round of oil 
price increases in 1979, placing a severe strain on Sri Lanka's bal- 
ance of payments since, at that time, the capacity of the hydropower 
system was limited. Severe power shortages in the early 1980s con- 
strained industrial production and became a disincentive to further 
investment. Thus, development of the energy sector takes high priority 
in Sri Lanka's Public Investment Plan. 


Phase I of the Victoria hydroelectric plant, with 210 MW of installed 
Capacity, began generating electricity in the latter half of 1984. 
This brought total installed capacity to 812 MW last year. Kotmale, 
the next largest hydropower plant under the accelerated Mahaweli 
scheme, is expected to come on stream in mid-1985, bringing total 
generating capacity to 1016 MW by the end of the year. According 

to the Public Investment Plan, total power capacity should reach 

1170 MW by 1990. 


To meet projected demand in the next decade, the Ministry of Finance 
is now seeking foreign assistance for several new power plants, 
notably Samanalawewa (120 MW), Rantambe (49 MW), and the first stage 
of a coal-fired plant (150 MW), to be located near Trincomalee. The 
Asian Development Bank financed the feasibility study for the last 
project. Past efforts at oil exploration, both offshore and on- 
shore, have yielded no discoveries or indications of significant 
reserves. 


FALLING TEA REVENUES AND RISING DEFENSE EXPENDITURES WIDEN BUDGET 
DEFICIT 


Since the introduction of the economic revitalization program in 
1977, Sri Lanka has been plagued by a chronic and expanding budget 
deficit, induced in part by the ambitious capital development pro- 
gram. The budget deficit was reduced significantly in 1984, a 

result of windfall revenues from record world tea prices and stricter 
control over expenditures. From 19 percent of GDP in 1983, the 
deficit dropped to 12 vercent in 1984, considerably reducing the 
inflationary impact of fiscal operations on the economy. 


The following table shows recent trends: 





Estimate 
Budget 1983 1984 1985 


GDP at current factor costs 111,976 138,173 161,662 


Budget Deficit 21,606 15,862 Zipto? 
--as % of GDP 19 12 Lo 


Budget Expenditures 46,816 53,593 59,498 
--as % of GDP 42 39 37 


Mahaweli Capital Expenditure 6,952 7,056 5,742 
--as % of Budget 15 13 10 
--as % of GDP 6 5 4 


Budget Revenue 295,210 So?) ?0k 38,041 


Source: Central Bank of Ceylon 
Embassy Estimate 


Unfortunately, the outlook for 1985 is less auspicious. Because 
of the slump in tea prices, revenues could fall as much as Rs. 2 
billion below original estimates shown in the table. On the ex- 
penditure side, defense expenditures originally budgeted at Rs. 
3.6 billion are now expected to exceed earlier projections by a 
considerable amount. Defense costs are now running around Rs. 16 
million a day, and will reach at least Rs. 5.6 billion by the end 
of the year. Thus the deficit, projected at Rs. 22 billion, could 
rise above Rs. 26 billion. The government had hoped to contain 
the deficit's inflationary impact by avoiding commercial bank 
financing; a combination of foreiaqn aid and provident fund borrow- 


ing was expected to cover the gap, but this goal now appears out 
of reach. 


Even with improved fiscal management in recent years, the 
cost of debt servicing has grown steadily. In 1985, interest 
and amortization payments will swallow a whopping 26 percent of 
projected outlays, by far the largest expenditure item. Some 
relief in this area is expected in future budgets, since the 
bulk of short-term debt, which financed huce budget deficits in 
1980, will be amortized this year. 


MONETARY EXPANSION AND INFLATION DECELERATE 


Monetary aggregates have undergone a similar explosion; the broad 
money supply rose at an average rate of 26 percent from 1978-84 
because of both public and private sector needs for credit to 
finance investment. In 1984, faced with the broad money supply 
expanding at rates over 25 percent, partly due to excess liquidity 
from booming tea exports, the Central Bank took several measures 
to tighten credit. In May, credit ceilings for commercial bank 
lending were introduced; in June, Central Bank securities were 
issued for the first time; in November, reserve ratios were raised. 


Money supply expansion has continued to decelerate in the first 
half of 1985. Since curbing inflation is still a high priority 
domestic policy goal, the monetary restrictions are likely to 
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‘remain in place for the foreseeable future. Moreover, the rapid 
rise in foreign exchange inflows and private sector credit demand, 
both important factors in last year's monetary expansion, are 
slackening, the former because of less favorable export performance 
and the latter due to tight credit measures, high real interest 
rates and, to some extent, political uncertainty in the country. 
Entrepreneurs appear to be postponing investment decisions and 
reducing inventories to a minimum. On the other hand, the widening 
1985 budget deficit means fiscal operations will have a more 
expansionary impact on the money supply, particularly if the govern- 
ment resorts to commercial bank borrowing to finance the deficit. 


Since mid-1984, the tighter monetary policy coupled with a marked 
decline in the price of foodstuffs has had a salutary effect on 
inflation. Although the average CPI increase reached 17 percent 
last year, the December to December rate dropped to 9 percent, and 
the June 1984-June 1985 rate to only 2 percent. The deceleration 
in price increases remains a bright spot in an otherwise less than 
auspicious 1985 economic outlook. However, more expansionary 
fiscal operations, the continuing rupee depreciation, and an uncer- 
tain supply situation for some foodstuffs, notably rice and veget- 
ables produced in areas affected by insurgent activities, portend 
higher inflation during the second half of the year. 


BALANCE OF PAYMENTS: LOWER TEA PRICES BRING HIGHER TRADE DEFICIT 


Sri Lanka's primary economic concern over the long term is the 
structural imbalance in its external payments. Fueled by the 
Jayewardene Government's liberal, rapid growth policies and high 
oil prices, imports have more than doubled since 1978. Exports, 
which are heavily biased towards agricultural products, rose by 
only 75 percent over the same period. The import bill between 
1978-84 totaled 33 percent of GDP. 


Primarily because of record tea prices and the recovery in tea 
production, the trade and current account deficits improved 
dramatically in 1984. Other important factors were the strong 
performance of garment exports, a result mainly of lively U.S. 
demands and a lower than expected rise in imports, reflecting 
increased food self-sufficiency, a slowdown in public and private 
sector investment, and tightening of import credit. Emigrant 
remittances and tourism earnings, both of which have become im- 
portant sources of foreign exchange in recent years, fared less 
well. Economic stagnation in the Middle East, the source of the 
bulk of remittances, probably accounted for the reduced rate of 
increase in this item; net remittances rose from $273 million in 
1983 to $277 million in 1984, while the unsettled political situa- 
tion was the major factor in declining tourist income. 


The structure of Sri Lanka's foreign trade in 1983 is shown in 
the following table: 
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1984 (Rs. Million) 
Export Imports 


Tea 15,764 Petroleum Products 10,681 
Textiles and Garments tea Machinery and Equipment Dsaae 
Rubber ce Textiles and Textile Materials 4,404 
Petroleum Products 3,289 Transport Equipment 3,301 
Coconut 2,118 Wheat 2,647 
Minor Agricultural 1,358 Sugar hg ooo 
Products 

Gems and Jewelry 617 Rice 191 


Other 2,559 Other 19,019 
Total 36,541 Total 46,913 


The balance of payments will not match the favorable 1984 outcome 
this year. Lower tea prices and slackening U.S. demand for garments 
portend a drop in export earnings, while higher imports of defense- 
related items and foodstuffs, notably rice, will boost import expen 
ditures. Tourist receipts are expected to decline still further. Thus, 
both the trade and current account deficits should widen in 1985. 
Nevertheless, with gross official reserves sufficient to cover 
nearly four months of imports, and a large aid pipeline, Sri Lanka 
should be able to finance this year's deficit, without recourse to 
major foreign commercial borrowing. If the unfavorable trends con- 
tinue into 1986, however, a return to the precarious external pay- 
ments situation of 1983 could ensue. 


Exchange Rate Policy: Since 1977, Sri Lanka has pursued a "managed 
floating" exchange rate policy. The Central Bank determines spot 
buying and selling rates for the U.S. dollar on a daily basis, and 
rates for other currencies are derived from this. Because exchange 
rate movements since 1978 have not reflected Sri Lanka's high rate 
of inflation relative to its trading partners (in fact, the rupee 
has appreciated vis-a-vis all major currencies except the dollar 
and yen during this period), the Sri Lankan rupee is generally con- 
sidered overvalued. Although the strong rupee has played a role 

in dampening inflationary pressures and staving off demands for 
higher wages, it has also had a devastating effect on the com- 
petitiveness of Sri Lanka's non-traditional exports and import- 
substituting industries. International financial institutions 

have made a number of well-publicized recommendations to allow 

the rupee to devalue further and bring price equilibrium back 

to the external sector, but for various domestic policy reasons 

the government is reluctant to follow this advice. 


External Debt: Sri Lanka has generally been very fortunate in 
obtaining extremely advantageous terms for its foreign borrowing, 
the bulk of which has been in the form of concessional loans and 
grants from Western aid donors. From 1980-83, however, both the 
government and private sector had increasing recourse to loans on 
commercial terms, with a consequent increase in debt service pay- 
ments. In 1984, Sri Lanka used the improved external payments 
situation to repay some of its short-term loans. Bythe end of 1984, 
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foreign debt totaled $3 billion (around 50 percent of GDP), of 
which 94 percent was held by the government and public corpora- 


tions. Approximately 30 percent of the total is now on commercial 
terms. 


Primarily because of the dramatic increase in 1984 tea exports, 
the debt service ratio declined from 22 percent to 17 percent. 
This is, unfortunately, only a temporary phenomenon. With the 
expected steady expansion in debt service payments and little 
prospect that merchandise exports will rise commensurately, all 
indications are that the debt service ratio will exceed 20 per- 
cent through most of the late 1980s. 


II. TRADE: IMPLICATIONS FOR THE UNITED STATES 


GENERAL: In international affairs, Sri Lanka places heavy emphasis 
on multilateral diplomacy and follows a strictly, if moderate, non- 
aligned stance, balancing its relations carefull, between the major 
power blocs. Bilateral relations between Sri Lanka and the United 
States are very good and mutually beneficial. Because of the 
critical importance of foreign trade and investment to its economic 
development, Sri Lanka has turned to the United States, the OECD 
countries and to Japan as natural partners in the economic arena. 
In 1984, the United States continued as Sri Lanka's largest export 
market ($280 million), accounting for 19 percent of the country's 
total exports and recording an increase of 63 percent vis-a-vis 
1983. The United States supplied about 16 percent of all foreign 
aid disbursed during 1984 ($77 million). In addition, the United 
States is seen as a_ significant source of new foreign investment 
in the years ahead, provided Sri Lanka continues to encourage and 
remove obstacles to such investment and provided the political 
climate improves during the coming months. 


TRADE: There was no significant change in Sri Lanka's foreign 

trade policy in 1984, indicating that the UNP Government remains 
firmly committed to open trade principles and is not considering 

a return to auantitative import controls. However, because of what 
is widely recognized as an overvalued exchange rate, which is 
exacerbated by relatively high rates of inflation, domestic pressures 
are growing for increased protection for local industries and pro- 
duction. In its trade policy, Sri Lanka places emphasis on expand- 
ing both traditional and non-traditional exports while its import 
policy aims chiefly at ensuring the availability of qoods and 
services for essential consumption and investment. With the 1985 
budget, the government révised the tariff schedule in an attempt to 
remove its anti-export bias. Around 2,500 items were affected. 


BILATERAL TRADE: Sri Lanka's trade surplus with the United States 
increased by 77 percent in 1984 to Rs. 2,943 million ($116 million). 
Exports to the U.S. increased by 63 percent while imports increased 

by 55 percent. The main export item to the United States was textiles 
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and garments which, at $219 million, recorded an increase of 71 
percent vis-a-vis 1983 and which accounted for 78 percent of 
total U.S. imports from Sri Lanka. Tea, rubber and coconut also 
constituted important exports from Sri Lanka to the U.S. 


Imports from the United States into Sri Lanka amounted to $164 
million during 1984, an increase of 55 percent over 1983. Wheat 
continued to remain the main import item from the United States, 
but $25 million of wheat imports were financed by the U.S. through 
a PL-480 Title I concessional loan. Imports of lifting and loading 
equipment, excavation equipment and aircraft parts from the U.S. 
also recorded increases in 1984. 


TRADE OPPORTUNITIES: With a population of 15.8 million and per 
capita income of approximately $340, Sri Lanka does not offer a 
particularly large market for U.S. exports. There are, however, 
several large capital development projects which could open attrac- 
tive opportunities for U.S. engineering, construction and consulting 
firms, such as the proposed coal-fired power plant and the proposed 
airport runway (both at Trincomalee), a sincle point buoy mooring 
system and related facilities at the Colombo port, the aquaculture 
project financed by the Asian Development Bank, the Samanalawewa 
hydroelectric power project and the Sevenagala sugar project. 


In addition, since the government recently announced its intentions 
to privatize the telecommunications sector, even greater demand for 
telecommunications-related equipment can be expected in the coming 
year. To date, most expansion in the telecommunications sector has 
been financed by foreign aid. 


The Embassy has identified the following products as having the best 
potential for additional U.S. sales to Sri Lanka during the next few 
years: 

--Medical and Hospital Equipment 

--Automated Data Processing and Business Eouipment 

--Agricultural Processing and Packaging Equipment 

--Telecommunications Equipment 

--Power Generation Equipment 

--Chemicals and Pharmaceuticals 


INVESTMENT: U.S. investment in Sri Lanka currently stands at approx- 
imately $30 million. American Express, Bank of America, and Citibank 
all have branch offices in Colombo, while Mellon and Bankers Trust 
have opened up representative offices. Other major U.S. investments, 
many of them going back before 1977, -include IBM, Pfizer, Singer, 
Union Carbide, Warner-Lambert, Muller and Phipps, and NCR Corporation, 
several of whom have manufacturing facilities aimed at the Sri Lankan 
market. In addition, American President Lines and Sea-Land maintain 
a presence in Sri Lanka. More recently, the Free Trade Zone has 
attracted U.S. investments such as Smart Shirts and International 
Cosmetics. 


The government is actively seeking to attract more foreign investment to Sri 
Lanka, particularly in areas which will generate high employment, 
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make use of Sri Lankan resources to the greatest extent possible, 

and result in a transfer of technology and managerial expertise. 
Agro-based industries, food and rubber processing, electronics, 

and mineral-based industries have been identified as areas of invest- 
ment that are both promising and desirable. The tourism and garment 
sectors, on the other hand, which have attracted significant invest- 
ment in the past, are now considered saturated. 


Some of the attractions of investing in Sri Lanka include a healthy, 
well-educated, trainable, low-cost labor force, mineral and agri- 
cultural resources, tax incentives to export-oriented industries, 

and an excellent geographic position on the major sea routes between 
East Asia and the Middle East. Notable disadvantages for foreign in- 
vestors include the Tamil separatist insurgency movement, which has 
upset Sri Lanka's politically stable environment for investment and 
caused the diversion of substantial amounts of the country's finances 
to defense-related expenditures. Other difficulties that have been 
identified are infrastructure bottlenecks, such as power outages 

and poor roads, high electricity surcharges, capricious changes in 
laws and regulations governing banks, businesses, and credit, very 
limited local long-term and risk capital, shortages of key personnel, 
and often prolonged negotiations, particularly when dealing with the 
government as a joint venture partner. Because of the structural 
weaknesses of Sri Lanka's external sector, foreign financing is 
usually a key component of any investment or major sales agreement. 


Investing in the Free Trade Zone (FTZ) short-circuits many of the 
obstacles and offers a special attraction to U.S. firms interested 

in investing in Sri Lanka for export to overseas markets. Foreign 
investors are permitted 100 percent equity ownership, and imports 

are duty-free. Tax exemptions of up to 10 years are negotiable for 
investors in the FTZ, depending on the characteristics of the project 
such as employment generation, foreign exchange earnings, and intro- 
duction of new technology. Investment incentives outside the FTZ in- 
clude a five-year tax holiday for companies exporting non-traditional 
products, plus a "half-tax holiday" scheme for an additional ten years 
for designated non-traditional export industries. 


Sri Lanka is one of a handful of developing countries worldwide 
supported by the "Private Enterprise Promotion" program under the 
U.S. Agency for International Development. The program is intended 
to help attract foreign investment to Sri Lanka as well as assist 

in promotion and development policies. As such, Sri Lanka is receiv- 
ing substantial outside support and encouragement in its efforts to 
promote private sector development and private enterprise, which 
should increase confidence among private investors. The centerpiece 
of the AID project is the Sri Lanka Business Development Center 
(SLBDC), which opened in July 1984. The Center will provide a full 
range of advisory services to potential investors, serve as a focal 
point for analysis of investment policy issues and opportunities, 
and undertake management training and entrepreneur development. 

Both the U.S. consulting firms of Arthur D. Little and Coopers & 
Lybrand have been involved with SLBDC in assisting private sector 
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development in Sri Lanka. In a recent study, Coopers & Lybrand 
concluded that, among others, high value agricultural products, 
tobacco products, seafood, graphite processing, rubber-based 
industries, wood products, and agricultural implements and machinery 
are potentially good areas for domestic and foreign investment. 


The Joint Agricultural Consultative Committee (JACC) has also been 
set up under the auspices of AID to promote Sri Lankan-U.S. joint 
ventures in the area of agro-based industry. 


U.S. investors will be interested to know that in March 1985 the 
United States and Sri Lanka signed a bilateral tax treaty which 
will provide relief from double taxation of income derived in either 
of the two contracting states. The convention covers, among other 
things, income from business profits, interest and royalties, and 
wages and salaries. The treaty is currently pending ratification 
by both governments. In addition, the U.S. is negotiating a Bilat- 
eral Investment Treaty (BIT) with Sri Lanka which, if successfully 
concluded, would provide certain protections for U.S. investments 
in Sri Lanka, thereby enhancing the overall investment climate in 
the country. 








